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UNE-P Economics: Revenue Impacl - Verizon
Plus Plus: Plus: Plus: Total Less = Total
Basic Local Service 5LC Verlicat sary.  Accessiintral ATA toll USF Retail Revenue UNE P Revenue Lost
vz Connechout 1343 569 900 500 062 3374 2081 1293
nc 1278 387 900 500 057 M2 5 87 1535
Delaware 129 6.00 900 5.00 057 31.86 1603 1583
Maryland 1681 569 9.00 500 0.57 o7 18.82 18725
New Jersey rar 600 900 500 057 28.04 1261 1543
Wesl Vigima 79400 §0¢ 9.00 5.00 057 4957 7650 2307
Pennsylvana 1161 600 9.00 5.00 057 3218 (LR LERs)
Virginia 1764 600 900 500 057 nAH 1707 16 14
Mane 16 3§ 600 9900 5.00 057 697 1534 21587
Massachusetls 15 85 600 900 500 057 Y47 1509 71
New Hampshie 13 86 600 500 500 nsy kLE K] 2554 89
New Yark 11048 600 900 5400 057 3e? 1233 19 78
Rhode Island 1478 6.0 900 5.00 957 3535 2746 7R9
Vermont 1720 600 900 500 0s7 777 1385 \ nw
Averagel/Total 12.47 3.95 9.0 500 0.57 3299 1510 17.89
Loop Local Switching Fandem switching  Shared lransport '}
Urban Subutban Rural pes post per MOY per MOU per MO Avg. UNE-P
Tonnechoul 8a5 1243 1969 I ogn7z 0.0020 na 2
ne 081 1081 10 81 155 04030 .o 00015 1587
Delawaie mnn;7 1313 1667 23 00078 0.0607 nooG1 16 M3
Maryland 21 1284 2596 199 N o3 0.0007 000 1887
Hew Jersey 5w 959 10 9?7 073 00026 60013 00625 1761
West Virginia 1409 2204 4344 1 60 00077 00002 oonG? 2650
Pennsyhvania 1025 100 14 00 261 000t7 0.0008 00001 15 1
Vigina 1074 15 45 2940 130 00031 0.0006 0nom 1707
Mame 1144 1347 1875 094 QM7 00022 00009 154
Massachusses 754 1411 2004 200 04033 .02 o0z 1519
New Hampshie 1401 15 87 2409 23 00079 n.0016 nan 7551
New York it} "y 1551 257 ongts na na [¥R1!
Rhode tsland [RIRL] 1544 1913 186 omz7 0.0012 00072 24
Vermont 177 B35 21h3 103 00040 4 00Mm 0 000R 14 8%
Average 1233 18.16 1.98 00026 0.0007 0.0008 15.10

&% LUBS Warhure
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UNE-P Economics: Revenue Impact - Qwest

Plus. Plus: Plus. Plus. Total Less: = Total
Basic Local Service sLC Vertical serv.  AccessAntralL ATA toll USF Retail Revenue UNE-P Revenue Losi
Anzana - 1318 600 800 500 0.56 3274 2810 464 1
Colorado 1497 600 8.00 500 0.56 kLR 1788 2160
Itaho 14 48 600 8.00 5.00 056 M4 2241 1159
lowa 1168 477 800 500 .56 2996 1715 12.81
Minnesota 143% 489 8.00 500 0.56 28t 1345 19 36
Moniana 1573 § 00 8.00 500 D56 36.29 2in 895
Neknaska R 516 £.00 500 0.56 3795 25.19 12.75
New Mexico 10 66 600 8.00 500 0.56 30.22 21.74 848
North Dakota 17 69 £.00 8.00 5.00 0.56 3725 7290 1435
Oregon 1380 500 800 500 0.56 3336 066 1270
South {3akola 16 65 600 800 500 ' 056 3621 7354 1267
titah 103 600 800 560 0 56 3059 19.45 1111
Washinglon 1250 59?7 800 500 056 a9 n.re 207
Wyoming 2310 600 400 500 N 56 42 66 28.26 14 40
AveragefTolal 1375 5.75 8.00 5.00 0.56 33.06 1833 14.73
Loop Local Switching Tandem switching  Shared transpon
Urban Suburban Rural per port pes MOU per MOLU per MOU Avg. UNE-P

Anzona 18 96 1494 5 53 161 0.0424 00014 00009 2810
Lolnrano 54 12 3 319 186 0 0020 0.0020 00070 1788
Idahn 15 81 240 4097 134 nomy7 0.003? 022 71
lowa 13N 1564 2027 115 0 0007 0.0047 oo 1745
Minnesota 881 1233 2191 1.08 00018 6.0013 0005 1145
Montana 230 2340 2113 1.58 0 0007 0.0063 nonis 27
Nebraska 1514 %05 1792 247 0 0007 0.002% oz %19
New Mexico 1715 2030 523 1.38 oot 0.0016 00019 21171
North Dakola 14178 4497 56 44 127 & 0007 0.0084 00N 290
Oregon 1395 2520 5621 126 0001) 0.0016 00000 20 66
South Dakola 17 854 2437 184 00035 0.0017 oo 7354
ah 1417 17 76 2029 094 00026 00011 000n9 1945
Washnglon 641 1135 12.76 1.4 00017 0.0N14 40027 1077
Wyoming 199 2694 3013 2564 00038 00016 003 7876
Average 12417 19.86 un 1.46 0.0M7 0.0020 0.0014 LBk

o6 LIS Warlnure
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UNE-P Economics: Calculating the Impact

2) Estimated Average Retail COGS and SG&A per Line Based on
Existing Wireline EBITDA Margins

— Assumes residential wireline margins are equivalent to total wireline margins

3) Calculated Wholesale EBITDA Contribution

— a) Bstimated average wholesale COGS and SG&A per line
- Assume 5% avoided cost in COGS; 20% avoided cost in SG&A

— b) Compared this cost structure to revenue from wholesale UNE-P rates

COGS S,G&A EBITDA % of COGS % of §,G&A Calculated
{% of sales) {% of sales) margins  avoided avoided EBITDA margins
SBC 35% 25% 40% 5% 20% -24%
vZ 31% 24% 45% 5% 20% 4%
BLS 27% 23% 50% 5% 20% 13%

oa% UBS Warbure
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UNE-P Fconomics: Calculating the Impact

¢ EBITDA Per Line
— SBC - UNE-P Average ($3.51) vs. Retail Average $13.53
— BellSouth - UNE-P Average $2.47 vs. Retail Average $18.12
— Verizon - UNE-P Average ($0.68) vs. Retail Average $14.59
- Qwest - UNE-P Average $1.03 vs. Retail Average $14.69

EBITDA per UNE-P line is negative.

18 slates generate neg EBITDA per UNE-P line
8 are n SBC region. 6 in VZ, 3nQ, 1in BLS

AR M 1 WAoo VMG TN RY MUY MRS WD NT A Y MG D IO MDD VA G I DR IS TSV SO NG O NI UMY DS e NY NP A WY SN T A MENEL P AS

Source: UBS Warburg tLC and company reports

YA b John Hodulik, CFA
;li’ UBS Warburg (212) 713-4226, john hodulik@ubsw com
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UNIE-P e ics: Profitability Impact - SBC
-1 lLeonomices: Profitabilily impacl - )
Retail Profitability Wholesale Profitability
Gross CoGS Gross S,G8A exp. EBITOA | EBITDA Lostt FCF FCF Losti
COGS Profit 5,GLA exp. EBITDA 95% of ret COGS  Profit 80% of el S.GBA  EBITDA lost | Revenue Lost lost | Revenue Lost

IHinois 10 85 2014 775 1240 1030 R 620 758 19498 A30% AR B0
Indiana w2 079 8§00 1280 1064 644 640 004 1276 83 2% R55 56%
Michig an 1411 7620 10 08 1612 1340 67 405 871 2485 88 7% 1665 5%
Chin 1176 7164 840 1344 1117 324 672 148 1692 B6 % 1134 58%
Wisconsm 1364 LI 975 1559 1296 672 780 108 & h7 RS 1% " 5%,
Calilornia 10728 1909 7T 1175 9rr 191 587 3196 571 A6 6% 10 52 AR%
Connecticit 128 2095 806 1289 1672 1009 645 164 925 168% 570 %
Nevada 1050 1951 750 1200 994 119 600 519 682 7271% 457 49%
Arkansasg 17 .90 1175 1279 2046 17014 044 t0 23 1067 kIR K] AR A% 20 86 W%
ransas 1178 2187 B4y 13 46 119 570 673 153 14499 B 5% 1004 57%
Missoun 1764 2347 903 14 44 12 00 716 722 014 1430 RI 1% 958 H6%
Qktahoma 118472 20 46 787 1259 maz 798 630 168 1091 B0 7% n 4%
Texas 1370 PLYR 979 1566 1302 4 R9 783 294 1860 A5 6% 17 46 5%
AvetragelT ptal 1183 2198 B.45 1353 11.24 125 6.76 351 17.04 85.7% 11.41 58%
Avg. Ameritech 1216 2258 859 13.90 1155 185 6.95 -5.10 18.99 87.4% 12.73 9%

ok UBS Warhury
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UNE-P Economics: Profitability Impact - Verizon
Retail Profitability Wholesale Profitability
Gruss COGS Gross 5,GBA exp. EBITDA | EBITDA Lost/ FCF FCF Lost
COGS Profit S.GLA exp. EBITDA 95% of1e! COGS  Profit  80% oiret SGEA  EBITDA lest | Revenue Lost lost | Revenue Lost

Connecticy W07 2285 795 14 90 975 105 636 469 021 TBY% 675 52%
DC 950 2115 736 1379 903 ¢ 684 588 096 1284 836% B 48 55%
Detaware %o 2159 751 1408 921 ' g8 601 080 1328 A39% B 55%
Maryland 132 2519 B 76 16 43 1075 BOI 1ot 106 LRY; A4 % 0 h 56%
New Jersey 852 1845 659 1236 809 457 521 075 131 B85 0% B 56%
Wes! Virginia 1519 3181 1% 2205 143 1297 941 266 1939 B4 0% 1781 56%
Pennsylvania 980 2181 759 1422 933 581 607 0% 14 49 B4 5% 957 56%
Virginia 00 7752 783 14 69 963 745 627 119 1350 836% ay? 55%
Maine 177 7508 A 77 16 36 1070 464 698 23 1869 86 1% 1229 5%
Massarhisells 1147 7543 B 84 1658 1085 474 708 784 19472 87 0% 1781 57%
New Hampshue 10 50 213 812 1573 g97 1557 550 807 617 &9 4% ATR 6%
New York a7 7142 745 1397 914 319 59 277 16 74 B6 8% 1106 5%
Rhode tslang 078 2400 83 1964 1024 TR 668 10 54 511 64 8% 128 3%
Vennont 1143 2567 B Y3 1674 109 289 714 475 2099 B/ 1% 1187 58%
Average(T otal 1005 2 178 1459 955 555 6.22 068 1526 85.3% 10.0% 56%
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Retait Profitability Wholesale Profitability
Gross COGS Gross S,GBA exp. EBITDA | EBIYDA Lost FCF FCF Lost/
COGS Profit S.GRA exp. EBITDA 95% olret COGS  Profit  B0% ofret S.GAA  EBITDA tost | Revenue Lost lost | Revenue Lost
Anzona 126 X9 805 1287 o 17 40 644 1097 19 1% 105 23%
Colorado Q 87 2205 848 1357 12’ 4 160 G678 519 1875 8h A% 1nu 4B
Idaho 1177 2176 817 1339 111 [AIY 670 167 a7 751% LY 42%
lowa 1029 AR R 735 1M7% D78 738 588 50 10 26 B0 % 5h A%
Minnesola 1+ 29 2098 A 04 12 90 Q77 272 £ 45 373 1hhl B5 9% 914 a7%
Montana 17 51 27 893 1429 1188 1546 715 832 97 6h A% in W%
Nebraska 1308 2430 915 1495 1243 1276 748 51 967 75 8% 532 A%
New Moxicg 1038 1378 742 1186 986 1188 593 595 591 69 8% 175 8%
Norih Dakola 17 A4 2185 917 14 68 1220 1070 ™ 33 "N 7A 8% 72?7 43%
Oregon 1148 AR 320 1312 109 974 656 119 993 B 2% 546 43%
Sonlh Dakpla 17 48 2317 BM 14 26 §185 1169 713 456 §70 76 6% 533 42%
Litah 1351 13572 751 1201 998 946 601 146 456 76 8% 471 7%
Washington 1500 0432 786 12 57 10 45 028 628 601 1857 87 4% 1022 48%
Wyoming 1474 Y 1053 16 B4 1400 2% 842 584 1100 16 4% 605 2%
Average/Total 1138 211 813 13.00 10.81 7.53 6.50 1.03 11.98 B13% 6.59 45%

o LIS Warbure
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UNE-P Economices: Calculating the Impact

¢ 4) Estimated Future Line Loss in Each State
— SBC: Lost 692K lines to UNE-P in 2Q, up from 358K in 1Q

- We believe roughly half of these were in June alone
- AT&T entered IL and OH in mid-June, CA in early August
- We expect line loss of Tmin Q3 and 1.2m in Q4
_ BellSouth: Lost 278K lines to UNE-P in 2Q, up from 239K in 1Q
- Losing 100-120/ quarter to reseller in Florida
- AT&T in Georgia and is likely to enter Florida as well
- We expect line loss of 300K in Q3 and 400K in Q4
- Verizon: Lost 110K lines to UNE-P in 2Q, up from 64K in 1Q
- AT&T increasing marketing expenditures in New York
- Announced entry into New Jersey in September

- Expect to enter Pennsylvania in 4Q

- We expect line loss of 230K in Q3 and 500K in Q4

odm UDS Warburg
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UNE-P Economics: What's the Call?

4+ Downgrading the Bells (BLS, SBC and V2)
— Expect the group to perform inline with the market over the next 12 months
— Dividend yields should provide a backstop on valuations
¢ Economics of UNE-P worse than expected for the Bells
— Will put additional pressure on Bell margins and earnings
— SBC and BellSouth are the most exposed
¢ Line Losses Will Likely Accelerate in 2H02
— AT&T and MCI

— No near-term regulatory relief expected

¢ Long Distance is Only a Partial Offset
— Local revenue is much higher margin than long distance

— To breakeven on the EBITDA line, Bells need to add 5.4 long distance customers
for every UNE-P line added

¢ 2003 EPS Estimates are Too High

— We now expect 2003 EPS to decline 1.8%; the Street still forecasts growth

sam UBS Warhurg
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UNe-P: the Un-Profit  vissess

Regulation pressuring RBOC profits

Industry update I
e S A R

Hold

RBOCs' core profit center is under s‘e?rere attack from c:omPetﬂ.“"e ’ BellSouth Corporation
forces. Regulators have reduced UNE pricing such that CLECs are using Owest Communications
UNE lines to penetrate the residential and small business markets. In SBC Communications

our view, until UNE pricing becomes more rational, the RBOCs will Verizon Communications

suffer steeper profitabiiity squeezes from CLECS using UNE lines.

» CLEC penetration rising: By the end of 2001 according to the FCC, Bruce J. Roberts
CLECs accounted for 10.2% of the natior’s 192m switched lines. up +1 212 428 3459
from 7.7% 12 months earlier, a 32% increase in market share. Cable bruce roberts & drkw.com
telephony lines are increasing at a slightly taster rate than overall CLEC William P. Carrier
lines By the end of 2001, according to the FCC, cable telephone Iines +1 212 426 3457
~ . . . willam camer @drkw.com
constiuted 11% of CLEC lines (2.2m lines). and 1% of all switched lines.

¥ Lost ILEC profits: ILECs lost 1.5m lines in the last six months of 2001
in the form of UNEs {unbundied network elements) 1o CLECs, which we
estimate comes to $1bn in lost annualized sales. most of which s pure
profit. In a six-month span. then, after taxes. ILEC bottom hnes iost
about S325m in net income, and $4.2bn i market capitalization,
assuming a 13x P/E multiple. The Bells control about 94%. of the nation’s
incumpent access hnes, so the RBOCs. pnmarly through UNE. lost
S4bn in market capitalization in the last half of 2001 The Bells currently
have a $220bn equity market cap. meaning that CLECs concewvably
destroyed 2% of Bell equity value in the H2 2001

» Some CILEC overbuilding: tn H2 01. CLECs gained 2.4m hines. which
we peiieve was created exclusively at the expense of the ILECS. or
15.000 lines per business day. Some of these Ines are lost to cabie
telephony or where CLECs build their own connections directly o
businesses. In such cases. tne CLEC has overbuit. or completely
severed the connection between the ILEC and the customer. removing
the ILEC from 100% of their farmer revenue stream.

P Ratings: We maintain our Hold ratings on BellSouth Corp.. Qwest
Communications, SBC Communications and Verizon Communications.

PLEASE REFER TO THE TEXT AT THE END OF THIS REPORT FOR OUR DISCLAIMER AND A
LL RELEVANT
EISCLOSURES IN RESPECT OF ANY COMPENDIUM REPORT SOVERING SIX OR MORE CDMDAEILEES ALL
ELEVANT DISCLOSURES ARE AVAILABLE ON DUR WEBSITE www gruwresesrch com OR BY CONTACTING
ORKW RESEARCH DEPARTMENT, 20 FENCHURCH STREET LONDON. £C3P 308

Online research; www . drkwresearch.com Bloomberg DRKW<GOs
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Investment summary and
conclusion

The concern 1sm't the CLECS: with a weak capital market, and tha techno bubble-purst,
the money CLECs meed 1o build out a local network IS NOT available n the pubiic or
bank markets. ironically, the impact of CLEC compettion nas never been more
NEGATIVE for RBOCs (we interchange the terms RBOCs ang ILECs). Why? Because
the regulaters are foroing unprofitable resale pricing upon the local industry through
Unbundied Network Elements, or UNEs. What are UNEs?

UNEs are network ‘elements’ — switching, copper hines, data base hookups. fiber
trunks into office buildings, etc., that the ABOC 1s torced to lease to the CLEC. When a
CLEC uses UNEs INSTEAD of building out its own copper ioops. switches. eic., it
avoids major camtal expense, and ‘riges’ the RBOCs' investments made over
decades. When capital flowed freely to CLECs in the 1990s, CLECs took that money
and decided to build therr own networks. Al the time that seemed to be a ratonal
decision: money would be available from Wall Street forever'. and an owned network
would be more profitable than a Ieased one — eventually. Uniortunately for those
CLECs that overbuilt over wide geographic territories, i.e.. the “X0Os” of the worid that
decided there was a business case for a ‘national — local” infrastructure that served (in
retrospect) way 100 many cities, thereby never achieving density — the key to local
profitability — the capital markets dried up Left. were the licurd competitors to the Bells;
AT&T and MCI {untl now). who, over the last two years, have taken up UNE, or
leasing. rather than constructing a second local network, as the means to compete.
WHY?

AT&T and MCI| are very concerned about losing iong distance customers 1o the
RB0OCs. So even it UNZ 1sn't as profitable as owning your own network. by being able
to cfter local service promptly (which UNE enables) and at a decent profit {(which UNE
enables). the long aistance carners can combat iong distance customer defection,
making THEIR foray into leasing iocal services more profitable by avoiding lost long
distance revenues, than an "X0O" could have.

» Hence. the recent rapid entry into long distance by the RBOCs has been
accompanied by a rapid expansion ot the use of UNEs by CLECs, principally
ATAT and MCI

P States rule over the Feds on local lelephony States have been widening the
UNE discount - 1o the detriment of the RBOCs - as a quid pro quo to RBOC
long distance entry. Local profit margins are much tfatter {45%) than long
distance margins (25%), so the current trade-off is a Ioser for the RBOCS.

2 N Dresgner Kenwort Wassersten
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» The discount has caused mucn more rapia CLEC UNE use This was seen
most recently in Califormia. where ine CA PUC nas recentiy ruied that S3C can
provide iong distance (SBC stil must apply at tne FCC). In e case of CA.
AT&T got lower UNE rates BEFORE SBC was avle to get intc long distance

causing a tirming-engendered ioss as well.

Which regulators? Well, first the FCC. which took the 1996 Act that dig not specily
panicular UNEs or what pnce they should be made available at. The last FCC made a
tong list of UNEs and set severe discount ‘frameworks’ to those UNEs. Then the states
got into the act by setting the actual UNE rate, 1.e., the ciscount from reia rates
oftfered 1o an RBOC's customers. These discounts can be as high as 65%' At the
margm, such revenue loss, accompanied by continued network costs. results in aimost
one-for-cne profit loss — thus, the UNE is highly profit-destructive.

The only saving grace s that MC| has serious financial difficutes, and could be forced
to abandon its UNE expansion program — to the Bells’ benefit. in addition, AT&T. which
is 1IN much better financial shape. and can, we estimate, survive on Its own for years,
could be bougnt out by a Bell if the current teilecom meltdown continues. In other
words. the reguiators — the FCC and DOJ - may allow the oligopolization of the
telecom industry, ‘where there are three to four vertically and honzontaily integrated
providers. That is. three to four old Ma Bells.

P Fornvestors. we beheve that the Bells are 1racing near historically low multiples of
EBITDA. whicn 1s the most imporant barometer of value. in our view. However,
UNE is. at the margin, so value gestructive, that we would be HOLDERSs, it and
until the regulators become more realistic. Ang if they don’t, shareholders might be
rewarded by a severe downsizing of MCI and/or absorption of ATRT by a Bell.
Conclusion: Hold

3 £ Dresdne- Kienwort Wassersten
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“The cream skim” — business,

population density and
demographics

Tne current competitive policies favor nch residential customers. large businesses and
states with greater population density.

According to the FCC. 55% of CLEC hnes served medium and large businesses and
resicential ang small business government customers. tn contrast, just 23% of ILEC lines served such customers.

markets Conversely, 45% of CLEC lines served residential and small business markets,
while over 75% of Bell lines served lower profit residential and small business
lines. Businesses and government offices are more densely packed. and spend more

45 of CLEC lines serveo

per access ine than residents.

Thus. the ILECs are et holding the 'bag’ — serving more of the costly (read:
geographically dispersed) and lower paying line base We view the ‘cream skim’ as
one of the most compeling arguments that Iccal competition reguiation is destructive

and illogical.

Year-end 2001E CLEC fine composmon

Figure 1: CLEC access lines, 1999-2001
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The goal of the 1996 Act was to
create the environment fot local
competition. not create local
competition

Cabie telephony penatration is
increasing even faster than
overall CLEC penetration

RN e

Overbuild: 33%, but in key sectors much lower

Of the 33% overpulld percentage. we estimate that under 5% of resigenua. iines are
overbuil nes. We Delieve this 15 & fefing staustic and perhaps the most 'mponant in
this report. In the US a year-end 2001 there were 134m residentia’ and small
business access lines. The majorty of overbuilt ines are business lines. with a
concentration on medium and iarge sized businesses. Our view 15 that the current
rules forcing RBOCs to resell local lnes to CLECs at very deep discourts are oft
course. The goal of the 1886 Act was to create the environment for local
competition, not create local competition. Although seemingly subtie. this s a huge
aistingtion. The idea s that to produce new. exciting services and pricing programs
requires a competitor to provide new, exciting services. How can that occur if the
CLEC is reselling the RBOCs' service? With only a 33% overbuilding rate, the desired
outcome of the Act 1s unaccomplished. The idea was to give the CLECs a means to
build custorner scale upon which they could then justify building their own network,
since this s an industry of scale. in point of fact. the growth in UNE lines is
accelerating, despite the fact that the base of CLEC customers s also expanding. With
UNE, the CLECs are merely behaving as rational decision makers. if it's cheapet and
less risky to resell rather than build. then resell 1s the answer. Unfike the long distance
industry, which 15 1ess of a natural monopoly since it takes just severalbn doltars and
two to three years to build a national network. excep! for the cream of the business
market and the cream. 1 e.. demographically desirable {read: rich homeowners who
can buy many services; residentiai market, a new national local network 1s unlikely to
emerge. We won't get into “what ifs.” but under a more ratioral local competitive
framework, overbuilding rmight have occurred 10 a greater extent.

Sinking the sunk costs

Overbuilding erases any revenue contnbution from former customers or prospective
customers that woult have used a Bell ! an overbuilding CLEC wasn't around. 1t fully
‘strands’ the lines’ assets The business base is easier 1o overbuild because they are
iocated in office bundings and otherwise packed more aensely. So the ‘cream skim’
has peen accompanied by the ‘overbund  Tnat 1s. for years. CLECs such as Time
Warner Communucations AT&T Business and WordCom's MFS {although we believe
one of WCOM's downtall was its inabiiity 10 leverage the MCI long distance base and
‘backsell’ an MFS tocai product intc ! nave been bulding ther own trunks into
business locations, either fully bypassing the ILEC. or pernaps renting minimat network
subsegments sﬂch as the iast hnk into a buuding. Now. cabie telephony 1s copying the
CLECs on the resigential side. By priggybacking onto the cable television network, they
found an economicat way to overouild the Iess dense residential tase. a danger to the
Bells that have concerned us tor some tme. FCC statstics show cable telephony
penetration increasing even faster than overall CLEC penetration, and ATAT
Broadband repcrted in Q2 02 that, for the first ime. its cable ietephony operations are
EBITDA-positive. valigation tnat a means 10 ‘crack’ the natural monopaly in the local
residential market exists It stil takes a Iot longer to depioy a cable telephony line than
a UNE line. Thus. cable telephony 1s probably impacting residential ines’ margins, but
not taking significant market share yet

5 N Dresdne” Kienwort Wassersten
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UNE-P ines aog 20 -40

points

of grogs marginto a
CLEC

UNE-P has mace it possible for
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a MCl to compete in
the resigential arena

The botiorn ling 1S that competilion comes it twe fiavors: reseliing tne SBOCS networa
or overpuitgng. The Belis argue that low UNE rates. which can force an RBOC to
resell a iocal ine to @ CLEC such as MCI "Neighborhood™ for as much as 70% off of
retail, arent 50 bad because they at least provide some revenue a2ross & Nigh hixed
cost struclure. Also. since the Iine 1s deployed afready (sunk cost). ang only minima!
cash is required to operate that line. an RBOC wouid select UNE to overbuilding as the
lesser of two evils, We agree. However, with overbuillding now taking piace in the
business and residential ends of the loca! market, we expect that the value of the
RBOCs plant. 1e., therr sunk costs. are faliing. and that plant write downs loom.
Again, the overpuilding 1s cencentrating in the large business arenas and wil! occur for
ptant that serves large businesses. not the resigential market.

Resale: 22%, down from 43% two years earlier

Resale is uneconomical for CLECs. so they are dropping resale lines or changing them
to a UNE-P "Imes” regime. which are functionally eguivaient, but agdd 20%:-4C% points
of gross marginto a CLEC

Figure 2: UNE vs. resoid lines, 1999-2001
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UNE: 47% (34% at YE 1999) - erased 2% of bell equity?

The UNE platform s growing rapidly in use. To the CLEC the only difference between
reselling and UNEs 15 the cost. In fact, UNE 15 nothing more than resale with 2-3x the
discount. which comes to a 35%-60%: discount. UNE-P has made it possidle for AT&T
and MCI to compete in the residental arena Because i 1s 100 costly to bulld out iess
dense residental networks. UNE-P resale {and cable teiephony overbuilding) are
being used to penetrate the residential and small business market According to the
FCC. CLECs served 4.6% of those markets a! the end of 2000, and 6.6% of such
markets by year-end 2001, There were 9.5m UNE loops at year-end 2001, up from
8m six months earlier. About 61%. or 5.8m Ines. were UNE-P lines that included
switching, and the rest (3.7m) were UNE loops. where the CLEC just leases the

6 £\ Dresdner Kienwor Wassersten
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copper 100p. &N provides the olher nelwork elements. UNE - Loops cause the laraes:
revenue loss under the local wnoiesale scneme. However, UNZ Icop Sai€s ShOuIg

ameligrate. 1n Sur view

ILECs lost 1.5m hines i the last six months of 2001 1n the form of UNEs ic C.-ECs.
which we estrnate comes to S1on n jost annualized sales, most of wnich 1s pure protit
in a six-montn span, then. after taxes. ILEC bottom iines Iost about §325m n net
Income. and $4.2bn 0 market capitalization. assuming a 13x P/E muitipie. The Belis
control about 84% of the nation’'s incumpent access lines. so the RBOCs, pnmaniy
through UNE, lost S$4bn in market capitalization m the last half of 2001. The Bells
currently have a S5220bn equity market cap. meaning that CLECs conceivably
destroyed 2% of Bell equity value i the second hatf of 2001, assuming our estimates
are reasonable and that the market actually "made” this ocbservation and factored it into
stock prices. There's no assurance ABOC stocks didn't decline due to other reasons,
and that the UNE-P issue has yet to be factored into the stocks.

Case study: AT&T UNEs

AT&T's new senior management states that the UNE-P piatform s expecled to be as
successful in penetrating the business marke! as it has been in the residential market.
Today, T has some 3.2m tocal tines. of wnich 500.000. or 15%. are UNE-P-based.
That percentage wil increase We estmale that the UNE-P platform will be
instrumental in enabling ATAT to reach s goal of $10bn in annua! business local
revenues in five years Note: 1t takes T about two years for UNE-P. on 15 own, to
breakeven. exciuding the positive impacts of bundhing long distance with UNE-P.

From a macroeconomic point of view there are several concerns with the UNE-P
systemn:

¥ It's a policy-stimutated transfer of weafth {from shareholders and employees to
consumers), rather than bemng 1efl to market forces.

> inthe longer-term, 1t could rob consumers of advanced serwices that reguire the
RBOCs plemiul cash flow to fung

P Asset wrte-cowns will cause stock-shock and a shock to the telecom ‘supplier
system

UNE 15 a creaypn of the pror #CC adrunistrabon. Only network elements such as
switching. local 10op costs ang other various network elements were required under
the 1996 Act to be sold at reasonable discounts to the CLEC. The FCC decded that
the ILECs were required 10 “repundie” these elements ang seli them at much sleeper
discounts than plain resale. Plan resale was required by the Act as weli. The price was
(o be the retail price cnarged by tne Bell iess avoidable costs such as selling costs.
That was interpreted to mean a 20°:-25%: Giscount 1o retail. However, the CLECs
gidn't have any margin leh over for a profit We're not sure, however, that profit was
required by the Act At the end of the day. the spint of the Act was to debver a
mechanism to jumpstart local compettion. and we interpret that to mean 10 develop a

7 £ Dresdne- Kiemwor Wassersien
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Wireless qispiacement is not
only affecting primary access
lings. butIs having a
gevastating effecton RB
seconc hnes

v

mecnanism to allow competitors to build up a large enough base of CusSIaMers — &g
through UNE elements ot resale 10 THEN justity building their gwn network

Regulators forgot to notice that wireless is local
competition, too

in its July 2002 Local Telephone Competition report. the FCC reporiea that US
wireless subscribers mncreased from 79.7m at year-end 1999 to 122.4m by year-end
2001, or a 23.9% CAGR. With wireless carners offering mig bucket minute pians
including features like Caller ID and free roaming. wireless phones are replacing
landiines for many consumers. As wireless companies continue o buwlg out their
networks and improve service gualty, wireless displacement will increasingly displace

RBOC landlines

Wireless displacement is not only affecting primary access lines, but is having a
devastating effect on RBOC second lines. Second line growth for the RBOCs is
decliring rapidiy, pnmarily as a result of wireless displacement of these second lines.
For example, BLS reporied a Q2 02 second ine YoY growth decline of 10.6%, while
SBC's second lnes declined 8.7% YoY in Q2 02. Historically, second lines have
increased as much as 15%-20% YoY. and just two quarters ago we estimate that
these second line were declning approximately 5%, If we estimate that the RBOCs
combined for 17m second lines at year-end 2001, and each second fine generates $5
per month with a 65% EBITDA margin, then $633m of EBITDA was generated from
RBOC second lines in 2001. This $633m of EBITDA is in danger of being reduced by
10% per year. pnmarily due to wireless displacement.

End result

$1.4bn decline over last year
Figure 3: RBOC local wireline
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Regulators hurting consumers in long run

The combination of very effective loboy:ng on the parn of small and targe (read: ATAT!
CLECs. and a democratic FCC (thought to be fnendly to long distance and CLECs. not
RBOCs) procaed the FCC to create the UNE-Piatform. or UNE-P. The FCC geciaed
that UNEs should be priced at a theoretical level. tnat1s. what would 1t cos! for a brand
new local network to add an access line. The assumptons incigge state-of-the-an
networks throughout. and perfect capital and man-hour deployments. In other words.
we believe these are imaginary. non-histcnc: therefore, in our opinign. this 15 an
unreasonable way t¢ regulate an mndustry. Another related issue 1s that of regulation
altogether. in the 10 years of covenng this industry, reguiators have. In our view, taken
an exponentially more invoived role in the “day-to-day” decisions abou! pricing.
mergers. service offerings. inter-carrier relationships. eic. than before the 1996 Act. it
wasn't supposed to turn out that way. Regulators have moved to an active stance to
redesign 1he industry. trom a passive stance where carriers knew the rules and
operated freeiy within them. They knew what their returns would be, and dign't have to
make the very risky types of investments RBOCs have mage in the past few years to
compensate for the loss of growth in the core business that has destroyed shareholder
value. On top of that the regulators have had the nerve to regulate the newer high-risk
capital return projects such as DSL Now every carner move is scrutinized by a state or
FCC hearing. siowing down the communications revolution of the late 1980s. In the
short run. the consumer wins with these artficially lowered local rates. In the long term,
the consumer wili sutfer as ILECs cut thesr capital budgets by 30%. which will produce
tewer services. more netwerk outages. and crummier customer service. The reguiators
dont understand that the local industry, unlike the long distance industry. is the closest
thing in telecoms to a "naturai” monopoly Wireless, long distance and undersea
networks cost less per DS-0 to build, and are constructed in a matter of months or a
year or twg, not the many years it takes 1¢ build a loca! landine netwerk

9 £\ Tresdne” Kiemwort Wassersten
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WM. Roberts has  long position in the common shares ot SBC Communications and Verizon Communications.

DrKW is a tull service firm that offers many services and products 1o a wide variety of chents. The reader should assume that DKW has
received of may receive compensation for those services with respect 1o any of the companies mentioned herein.
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